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1 ' the Indi i
aC:ZrS 10 buy into the do-it-yourself bug that is a symbol of the IKEA brand? After 4| R an cus
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around the world think that IKEA’s success was built on the “L-shaped” metal IKEA too| used to put together
virtually a|| of IKEA’s furniture after you get the pieces out of the flat box. And no one knows what to call
the L-shaped tool—although there is an official IKEA emoji for it on smartphones and a Keyboard app for i0s
.nd Android phones for IKEA emoticons (the meatball plate with a Swedish flag at the top looks Interesting)!
gut is this a style, emoji, emoticons, and lifestyle that will work in India? How is it working so far?

India became the 51st country that the largest furniture company in the world, IKEA, entered since its
tounding in 1943. Since its founding, IKEA has become a $43 billion company in sales annually (€35 billion)
which has been the envy of the furniture industry and the benchmarking model for companies across
several industries around the world. The flat packaging, high quality for the price you pay (i.e, great value),
and global supply chains make IKEA a superbly efficient company with a very effective business model

Amazingly, the business model has been in place ever since Ingvar Kamprad founded IKEA. with Very mini-
mal changes except for being implemented on a much larger scale—growing rapidly almost every year.

The IKEA business model and the company’s assortment of products are now on the move to take over
India like they have been doing with other countries. After all, IKEA's market entry into China in 1998 went
reasonably well. IKEA has three stores in Shanghal, two stores in Beijing, two stores in Chengdu, and one
store each in Tianjin, Guangzhou, Shenzhen, Nanjing, Dalian, and Shenyang, along with eleven more stores
across smaller cities in China. For India, IKEA initially plans to open 25 stores but has marked some 49 Indian
Cities that have potential to get an IKEA store in the future. The 25-store plans call for an investment of

about $2 billion over 15 to 20 years. As we said in the opening, IKEA began its India market entry planning
In 2013 and started building in 2016. The first construction took place in Hyderabad and is a 400,000
square-foot store at a cost of $110 million.

Io ease Indian customers into the IKEA model before the store opened in 2018, the company unwrapped

s first experiential center IKEA Hej (Hello) Home close to the IT hub of Hyderabad. The Hej Home small-

scale store provides some insight into IKEA products and solutions, which future Indian customers could buy

before the store opened in Hyderabad. This also eased the market entry into India and helped point out
glaring problems that IKEA management could tackle before opening the actual large-scale IKEA store.
The Hej Home, designed and built over a six-month period, highlights what IKEA stands for and what 1o

Customers
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Introduction b
This chapter is concerned with two closely related topics: (1) the decision of which foreign f;
markets to enter, when to enter them, and on what scale; and (2) the choice of entry mode. We S
covered strategic alliances in Chapter 12 when we discussed the strategy of international business f]

n2

which f'ﬂso has implications for entering foreign markets. Specifically, a company cal engage
strategic alliance to enter a foreign market, and this becomes the company's internationalizalo!
strategy. However, most companies are not strategic and instead choose a arket entry mode
fEquires lower levels of commitment and involvement. This includes choices betWeet entering
foreign markets by exporting, licensing, or franchising. Strategic alliances, like joint vent®

W . . .
hich we also cover as a market entry form in this chapter (in addition to the matetl

o S Pt on strategic alliances in Chapter 12), require greater involvement and commitment. 1 1he
t
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timing of entry

Entry is early when a firm enters a foreign
L market before other foreign firms and

i late when a firm enters after other

‘ -
| international businesses have established
| themselves.

LT [irst-mover advantages

Advantages accruing to the first to enter
a market.

first-mover disadvantages

Disadvantages assoclated with entering a

i '! | foreign market before other international
businesses,

ploneering costs

$\* l Costs an early entrant bears that later
i‘ i entrants avoid, such as the time and
\1 i effort In learning the rules, failure due to
ﬁ\ l\ ignorance, and the liabllity of being a
l
1
)

foreigner.

foreign expansion. Ultimately, the choice must be based on an assessment of a natjey
revenue potential. This potential is a function of S€V§l'al factors, many of which
in earlier chapters. Chapters 2 and 3 looked in detail at tbc F:C()t)()lﬂl\(.).and politica]
influence the potential attractiveness of a foreign market. (Tl'he gttractlvenesg of a ¢
potential market for an international business depends on balancing the benefits, ¢qq
associated with doing business in that country: | : . |
Chapters 2 and 3 flso noted that the long-run economic benefits Off ccllomg busmess in
are a function of factors such as the size of the market (fn (tle:r?]SI'i 1 e;“()gf aphics). ¢
wealth (purchasing power) of consumers in that n?al‘k‘et, Cel:nmarlfetls ;g’ Vg;llrle wealth
ers, which depends on economic growth rates. Whlle som = Iﬁdonegi y large wh
by number of consumers (e.g., China, [ndia, B.razﬂ,.RUéS}i.a ’a TRap diakvjll” 10 o s
living standards and economic growth. Qn this ba51sf, l;r\lN = inveg[;ngné e Al;ilatwe.l
erowing so rapidly that they are attractive targets 1ot stment. Alternatj
' 12 1 ieg that this popu .
%2:::’;2;? I/I\f(:/l: 581:\:/“;5 11Celslapters 2 and 3, like}y futurc? ecfonor?;fmggcz\:/? rﬁltes appear
function .of a free market system and a country s capacity Ior gr e o IO bfh ar
. Also. the costs and risks associated .V\.llt oIng business ip 4
less developed nations). AlSO; > v advanced and politically stable democrati
country are typically lower in economically

and they are greater in less developed and politically unstable nations.
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The discussion in Chapters 2 and 3 suggests that, other things being equal, the benefit-cOSHiSk
e

de-off is likely to be mosl favorable in politically stable qu€10P€d apd Qeveloping nations thy
:a e-f(:'ee market systems and where there is not a dramatic upsurge i either inflation rateg or
ave

vate-sector debt. The trade-off 15 likely to be least favorable in politically unstable developing
private- .

tions that operate with a mixed or command economy OT 1fl developing nations where specy
nati

tive financial bubbles have led to excess borrowing.

d-

Another important factor 1s the value an interngtional businesls( ctan c;rfﬁte In ti for?gn marke;
This depends on the suitability of its product offering to that ma; ehan te; na reg 11nd1g§nous
competition. If the - ternational business can offer a product that ;15 not been widely a\{allable
in that market and that satisfies an unmet need., the va.lue of that product to consurn?rs 18 likely to
be much greater than if the ternational business simply offers thf: Saléi type oalproduct that
indigenous competitors and other foreign entrants. are already offering. eja(ﬁr\% ue tra%sla'tes
into an ability to charge higher prices and/or to build sales.volume mOre rapl y. By considering
such factors, a firm can rank countries in terms of their attrac.tweness and long-run profit
potential. Preference is then given to entering markets tha.t rapk hlgply. For ex?tmple, Teﬁ t}\;e
large British grocery chain, has been aggresswely e).(pandmg 1S fore.lgn operattlli)ns,cggrrrtll anym);
focusing on emerging markets that lack strong indigenous competitors (see the accompanying

Management Focus).

» " e o . . u IO
TIMI NG OF ENTRY Once attractive markets have been identified, 1L 18 1mp9rtalllltla[
. . | e

consider the timing of entry. Entry is early when an international business enters a foreig

' : ' inesses nave
ket before other foreign firms and late when it enters after other 1.nternat1.ona1 bus.lrlll:S: e
already established themselves. The advantages frequently associated with entering

» - Oe
early are commonly known as first-mover advantages.’ One first-mover advantag

' s desire has AVl
to preempt rivals and capture demand by establishing a strong brand name. This desi®

the rapid expansion by Tesco into developing nations (see the Manageme?g::;“s ’
advantage is the ability to build sales volume in the country and ride down the ¢
ahead of rivals, giving the early entrant a cost advantage over later entrants. )
may enable the early entrant to cut prices below those of later entrants, there yh'mo ;
of the market. A third advantage is the ability of early entrants to cre.ate.sv.\/ltc1 fo;
customers into their products or services. Such switching cOsts make it difficull
to win business. [
There can also be disadvantages associated with entering a foreign market tieﬁ;:so
national businesses. These are often referred to as first-mover disadvantages. :
tages may give rise to pioneering costs, costs that an early entrant has t0 bear that &

: : : ] : : : 1S SO
can avoid. Pioneering costs arise when the business system in a foreign country
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are great. The early large-scale te};etri(r)ltte-mlal longfterm rewards associated wi
gjgnificant first-mover advantages thatmt(-) a major developing nation fn R AU dlEEY
contrast, entering developed nat?ons s hW111 bolster its long-run positi ay. be able to capture
Jesses in the ety and enteril:lc as Australia or Canada after olgln o0 that f{larket.9 In
will be associated with much lower le % S ?mall scale to first learn mo er international busi-
o Likely to be lower because the fi vels of I'lSk.. However, the potential lie about those markets
mover advantages and because the 1 rm 1S CSSCIlt.lally forgoing the o OIlg-term rewards are
e lack of commitment signaled by SPIEZ{ltusngly SAePEII,

-scale entry may limit

its future growth potential.
This section has bee !
nw
ritten largely from the perspective of a busi b
1ness based 1n a de
vel-

oped country considering entry into forel

Ghoshal have poi A markets. Chri
a"ra“ts ilfl"o foreign markets and althfu(;hatlhgli?xl'zrsz:)r Although such firms tend i EZZL"
gue that ) o Qi Sl urces may be limited, Bartlett and Gh -
pursuing appropri , _ ed against well-establi - O
e gntfg : F; 2‘; ;t]l’ E;Itli%ies. I.n particular, companies based inS:;derggli(:lbgaigL?::fieemO}:S &
benchmarking their operatio r:gatlgnals as an opportunity to learn from these competsitsorzuéd
B hlox s indmwavero d'f?n PEX for mance against them. Furthermore, a local com any
T e nicl)ll 4 ifferentiate itself from a foreign multinational, for exam lg by
,has iR globaeis tr a(; the mult.lnational. ignores or is unable to serv,e effectivgly 1f1yt
Ing and differentiated its II;r(())d:stt Oger.m e Havmg improved its performance through learn-
R i ciar 0l ering, Fhe firm from an emerging country may then be
e B R S a expansmp strategy. Even though the firm may be a late
, by benchmarking and then differentiating itself from early

movers 1n e¢lob .
elobal markets, the firm from the emerging country may still be able to build a

Slrong | S .
5 afclonri]erndu.onal business presence. A good exam
panying Management Focus, which looks at how Jollibee, a

faS[-fO :

od chain. has & |

mumnm.cham, has started to build a global presence in a mar
ionals such as McDonald’s and KFC.

Developed and E
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: d market share of more than 60 percent, and "@venues jp o
Jollibee Foods Corporation, abbreviated JF $600 million. McDonald’s, in contrast. had about 400 stores XCess of

C and more The international expansion started in the mid-1980
ventures were into neighboring Asian countries g, as Ing
where it pursued the strategy of localizing the men, to onesiy.

. oS e Dett
local tastes, thereby differentiating itself from McDonaly: ST Match,

€S in

S. JO”ibee'

ch > it

rlor. It later expanded its

couraged by early  j5(jibee entered the Middie East, where a large contingent
ed in 1978, with a Filipino workers provided a ready-made market for t

> In 19g;
Of expa
ne Co

triaté

1 ' ' The strategy of focusing on expatriates worked sq well that | mpa"y.
th10zgogfjomgzzn;?ufdbﬁgj n:jOfOpen stores ln.ManiIa Many observers 1990s, Joﬁibee decided to.enter anotoer foreign market:e\‘:,llrt;‘em'ate
However, Jollibee S € difficulty COm.petmg against McDonald’s. a5 a large Filipino populatlon—the United States. cre

cessful global con t.tls as ao OPPortunity to learn from a very suc- Between 1999 and 2019,.Jo| {bee opened 32 stores in the Unt
IS Y Petitor. Jollibee benchmarked its performance States, 20 of which are in California. Even though many belieye i eS
Similar g donald S and sEarted to adopt operational systems fast-food market is saturated, tr e. stores have Performeg well Whu'
FRgE used at McDonald S 10 control its quality, cost, and ser-  tha initial clientele was strongly biased toward the SXpatriate Fj); e
atihe store level. This helped Jollibee Improve its performance. community, where Jollibee’s brand awareness is nigh, non-fij Ping

As it came to better understand McDonald's business model, Jollibee increasingly are coming to the restaurant. In the San Fr ol

ancisco 5t0re,
CUstomers are
nationa| Storeg
Market that has

, €SS In McDonald's global strategy. Jollibee  \hich has been open the longest, more than half the
EXecutives concluded that McDonald’s fare was too standardized for now non-Filipino. Today, Jollibee has some 500 inter
Many locals and that the local fi loring | and a potentially bright future as a niche player in 3

: historically been dominated by U.S. multinationals.
Spices blended into the ground beef to make the burgers sweeter than

those produced by McDonald’s, appealing more to Philippine tastes. It ¢ .72 6 Santos, “Up to 10,000 Jollibee Workers to Be Re

also offered local fare, Including various rice dishes, pineapple burgers,  april 6, 2018: “Jollibee Battles Burger Giants in US Market,: Philippine Daily Inquire July
and banana langka and peach mango pies for desserts. By pursuing this 13, 2000; M. Ballon, “Jollibee Struggling to Expand in U.S.” Los Angeles Times.

: e : 4 : September 16, 2002, p. C1; J. Hookway, “Burgers and Beer” Far Eastern -
strategy, Jollibee maintained a leadership position over the global giant.  >¢P B Economic

. i : : Review, December 2003, pp. 72-74; S. E. Lockyer, “Coming to America” Nation’s
. By 2019, Jollibee had over 801 stores in the Philippines for its Jollibee

gularized” Inquirer net

; Restaurant News, February 14, 2005, pp. 33-35; Erik de la Cruz. Jollibee to Open 120
| brand and some 2,040 total stores across all of its brands (e.g., Jollibee,  New Stores This Year, Plans India,” /nquirer Money, July 5, 2006 Dusiness.inquirer.net
. Chowking, Greenwich, Red Ribbon, Mang INasal, and Burger King),  and www.jollibee.com.ph.

@ Lo 132
Comare and contrast the different Entry MOd es

"l v s i foreign market, the question arises as

Firms can use six different modes to enter foreign markets: exporting, turnkey projects, licensing,
franchising, establishing joint ventures with a host-country firm, or setting up a new wholly

owned subsidiary in the host country. Each entry mode has advantages and disadvantages.
Managers need to consider these carefully when deciding which to use.!!

to the best mode of entry.

exporting as an entry mode.

exporting

Ad vantages Exporting has two distinct advantages. First, it avoids the often substantial

costs of establishing manufacturing operations in the host country. Second, exporting may help®
firm achieve experience curve and location economies (see Chapter 12). By manufacmf‘“gal thz
product in a centralized location and exporting it to other national markets, the firm may reaklezrs
substantial scale economies from its global sales volume. This is how many Japanese autom ey
made inroads into the U.S. market over the last two decades (although more zu}d mored #:
are also setting up factories in the United States due to the favorable tax incentives an
restrictions placed on them for SUV:s).

Sdle of products produced in one country
I0 residents of another country,
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es Exporting has a number of (-
R -Sgd 3nta,gnot be appropri‘:le L ]()\K’Cl'-—l‘(‘;l{ ;)‘ ‘\hfm backs, FIrst, expory;
0&‘ @S Q}( Ol _pase€ mfl). > 540 i Ao : Ocations foy B P o ] "'“H” Irom the .
I JQ"' Q%S ome bl‘O'ld (i.€-s if the firm can realize location CCONoOmies b lulacturing the prod © Hirm’s
: ‘ ¢ o - LA o6 ' : CS : . O ‘t r
Uhﬁs'b@@ 0 "ol’”d l,micularly fot im.n.s pursuing global or lransnationag] >~m<w.mg production ‘:Kl can be
o " In Y hus» P~ where the miX of factor conditions is mact fa,. strategies_ i | ~ SCWhere)
Qn be 00 nlti T t‘actllle V i O IS TNOS| ':‘V()I"]hl b mdy hC plC‘ i :
Al e N Y anu t to the rest of the world from th: rolable from erable {
J (DRI M4 to eXpY rom that location Th:. : Value creati, :
e"ll s‘I My Y Ve an .o a4s an argument against ex 11 ‘ 1. This IS NOt ¢ PCr\PCk-
Lop M U ALY exporting = = CXporting from (he , SO Much an ar.
| th Q)f[) 198)h 3513”15 Tok f1rms have moved some of their manufacturi ¢ firm S h()mc count AL drgument
‘th@c St lé’CtrOm .t. highly skilled labor. The 1Ing 1o the Far | Y. Many y S
o L By, Y ity . ted States POrt from th: i S€ Of the gy
tWhnth any qb! jncludmg‘ the United States. 1al I()um()n Lo the o
R4 orld: e Ao R A AT 1 - Test of
Vo lh,ate qu second drawback to exporting is that high lransportation co« %
S'nt My S0y par[icu]arly for bulk products. One way of gett OSIS can make EXporti
o hQU qomic " oionally This strategy enables the fiorm ¢ 18 around this is to m NE uneco-
S, i roduct> "= | - T | m (o realize som anufacture by
eqw theu&\q p Juction and at the same time to limit its lransportation ¢ © €Conomies from large-scal
TR T prs .4l firms manufacture their 5 LRl L O CX A Tt
U'at@ F'.Wh"le. onal chemiC products regionally, SErving seve r?Ple, many multina-
n°"~F- ”'D'n Foility- . | tdl countries from ope
g U, " snother drawback 1s that tariff barriers can make expare:
ol Sl . 0 barri ; , porting une .
]Sto %r ea of [anft. baruﬁtrs by the host country government : i il Similar]
{ My . & ‘. orting arises when a firm del | can make it very rigk Y, the
Ona'St s b business to anoth ~'C8ales Its marketing, sales, and Y. A fourth draw-
k@t ) Org Jhere it does u.sm. S another f:ompany. This is a common g r, >CIVICe In each country
% by, at are Just beginning to expand internationally. The other c s o manufacturing firms
nay be another multinational with extensive international d Otn}gany may be a local agent, or it
& g IStributio
,,,q% often carry the products of c.ompetmg firms and so have divided Io 1tn operations. [Local agents
Ry, Joent may not do as good a job as the firm would if it managed it yalies. In such cases, the local
y lems can 0ccur when another multinational takes on distributionS i Rl
:;tc The way around.such problems is to set up wholly owned sﬂb81d1arles forej
ben, handle local marketing, sales, and service By doing this, the firm ca In Ioreign nations to
MQZO narketing and sales 1n the country while reaping the cost advanta X ?xerase SN il
1t in a single location or a few choice locations. g¢s Ol manufacturing the prod-
TURNKEY PROJECTS Firms that specialize - .

. | specialize 1n the design, construction, and start-u
of turnkey plants are common 1n some industries. In a turnkey project, the contract :
handle every detail of the project for a forei ient. 1 ' et OGSl [0 Sunbey project

ry proj r a foreign client, including the training of operatin ject
At com letion of the contract the forei li : 72 3 & peraung Personnel. A project in which a firm agrees to set up
: p > elgn.C ent 1s handed the key {o a plant that iS ready fOl‘ full an operating plant for a foreign client and
operation—hence, the term furnkey. This 1s a means of exporting process technology to other coun DA S e
| ; | - - ; . - fully operational.
f enny fries. Turnk.ey pro;ectg are most common in the chemical, pharmaceutical, petroleum-refining, and
= metal-refining industries, all of which use complex, expensive production technologies.
Wholly
Lages Advantages The know-how required to assemble and run a technologically complex
process, such as refining petroleum or steel, is a valuable asset. Turnkey projects are a wa of
gP ] y
earning great economic returns from that asset. The strategy is particularly useful where foreign
direct investment (FDI) is limited by host-government regulations. For example, the governments
o of many oil-rich countries have set out to build their own petroleum-refining industries, SO they
i restrict FDI in their oil-refining sectors. But because many of these countries lackhpet;oleugll-
. . il 0 IV : ' ' ' that have e
1 refining technology, they gain it by entering 1nto turnkey projects with foreign firms
hout them, they would

attractive to the selling firm because Wit

luable know-how in that country. A turnkey strategy ca

with unstable political and economi

lechnology. Such deals are often
have no way to earn a return on their va

7l also be less risky than conventional FDL In a country AP - L e ot A
! environments, a longer-term investment might exposc the ;;Tcollapse)

¢ economic risks (e.g., the risk of hationalization or of econo

5 ' ' strategy. First, the
‘ sociated with a turnkey gy © This

.1 drawbacks are as . . . i
e e dr‘ long-term interest 1N the foreign cou o
eal will have nO ot for the oULpUL

bsequently .
ound this

Disadvantages
[irm that enters 1nto a turnkey d

can be a disadvantage if that country Su
ed. One way ar




the operation. Seco
inadvertently create

technology to firms In
ing with these firms 1n

competitive advant
competitive advantag

LICENSING
rights (0O intangible propet
the licensor receives a IO

licensing agreement
Arrangement in which a licensor grants
the rights to intangible property to a
licensee for a specified period and
receives a royalty fee in return.

inventions, formulas
Japanese€ market, Xero
that is known as Fuji

return, Fuji Xerox paid
Fuji Xerox earned from
Fuji Xerox case, the license

extended several times since.

limited Fuji Xerox's direct
Xerox with photocopiers t

Advantages

capital necessary to get the
that the firm does not

=)

Exporting or Licensing?
t’ggil;ag;eer 13, vye discuso a se.ries of advantages and disadvan-
e xp.o.rtmg and licensing (as well as turnkey projects,
ising, joint ventures, and wholly owned subsidiaries as
other entry mode choices). Exporting refers to the sale of products
Ezcri]t;icned 1;1 one country to residents of another country.
el togi;nrtz :robt'o an arrangement in which a licensor grants the
Ll agl e :Jroper’Fy to the licensee for a specified period
el GeReR s royakty fee in retorn. Both of these modes of entry
20 OfI[eng“ market ha.ve unique advantages and disadvan-
mynaa factorsm:es, seleotmg exporting or licensing depends on
PV one being the global mindset of the business
market.s_BO”Via )éoht{ have a choice to enter three emerging
TRrgR SOl , Chile, and Peru, neighboring countries in South
mnovam.m anda;/e“f;hgt;c/e;t ﬁioduct, with lots of technological
exporting or licensing, and vshy?paCkagmg. o L
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nd. the fir
a competitor. For exa
Saudi Arabia, Kuwait,

he world oil marke

age, then selling this
e to polcntial and/or actu

ty to another en
yalty fee from the 11

, processes,
X, inventor O
Xerox. Xerox then

he sales of photocopiers

hat are sold in Nort

In the typ

have to bear the development

foreign market. Licensing 1S Ver

overseas. In addition, licensing can
financial resources to an unfamiliar or politically vola

used when a firm wishes to participate
barriers to investment. This was one of the origina

joint venture. Xerox wanted to participate in the

up a wholly owned subsidi
Wl[h. Fuji aod then licensed its know-how to the joint venture.
Finally, licensing is frequently used when a firm posSesses SOme intangible property that might

Il;a\lfle:ful)siness opplications, bot .it does not want to develop those applications itself. For exampl

: Z id aboratories at AT&T ong1na11y invented the transistor circuit in the 19350s, but AT&T dec'g eci

not want to produce transistors, so it licensed the technology to a number of other comparllie
es,

h a foreign enterprise may
firms that sold oil-refining
a;ld other Gulf states now find lhcn'ls,o.lvcs compet-
¢ Third, if the firm’s process technology 15 a source of

yject is also selling

technology through a turnkey Pr¢

m that enters into a turnkey project wil
mple, many of the Westerh

1S an arrangement whereby a licensor grants the

tity (the licensee) for a specified period, and 1n return,
12 [ntangible property includes patents
ks. For example, to enter the

ablished a joint venture with Fuji Photg
raphic know-how (O Fuj Xerox. In
fee equal to 5 percent of the net sales revenue that
based on Xerox's patented know-how. In the
for 10 years, and it has been renegotiated and

The licensing agreement between Xerox and Fuji Xerox also
to the Asian Pacific region (although Fuji Xerox does supply
h America under the Xerox label). !’

designs, copyrights,
f the photocopier, est
licensed 1ts X€rog

was originally granted

sales

ical international licensing deal, the licensee puts up most of the

overseas operation going. Thus, a primary advantage of licensing is
costs and risks associated with opening a

y attractive for firms lacking the capital to develop operations

be attractive when a firm is unwilling to commit substantial
tile foreign market. [icensing 1s also often

in a foreign market but 1s prohibited from doing so by
1 reasons for the formation of the Fuji Xerox

Japanese market but was prohibited from setting

ary by the Japanese government. SO Xerox set up the joint venture

S}lch as .TI (Texas Instruments). Similarly, Coca-Cola h
Ecensod its famous trademark to clothing mar;ufacturers whizlsl
1.ave 1ncorporated the design into clothing. Harley-Dz,widson
Lcenses its brand to Wolverine World Wide to make footwear
that emoodlos the spirit of the open road, which Harley-Davidso
emphasizes 1n 1ts advertisements and product positior):ing :

Disad Sy
First, it \c,lier;ti? eif/e I;censmg .has three serious drawbacks.
ing, marketing ar% q stra irm the t}ght control over manufactur-
SR A v lo g, TequIrCaiior realizing expe-
involves each licens St e Licensing typically
This severely lirnitee ilettn}g IR o production operations.
S locations the flrm s ability to realize experience
centralized locatio ecg\r[l omies by producing its product In &
o n. When these economies are important,
Secoi(;n ?é 9 b.e tho best way to expand overseas.
coordinato strr:tzetilcn g in a global market may require a firm ¢
s gic moves across countries by using profits
ountry to support competitive attacks in another.

B ; . . :
y its very nature, licensing limits a firm’s ability to do this:

oft
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SQ&(‘()G':?Q& see 1S unlikely to allow a multinationa firm (o -
3 3%%'}& oyalty payn1§nts? to SUpport a differen i ‘u.\(. IS profi (bt
S FQQQ(\ . pmblem with llcensing 1S One that we 42 See OPCrating in 1.]”[]‘] 1d Lhoge due ip th
: : : ; COUnterad 1o ~ : E€r ¢ ,
seni O ¥ theory of foreign direct INVestment (FDI) H_‘lu.n,gl 1N Chapter 8 \*h»k Untry,
']& ECOI]OI;OO_iCa] kn()W-hOW to [‘Ol_elgn C()n]l)anlcg ’_rL l ‘ ’_l hl\ 1S th(, ri\-{ ‘\\()(l_'l ("[n \‘\‘C I-C\’iL“/C(J [hC
O ; 3 i S - A )C]l] ,.” | ) ¢ \ \a % .
0 echn mlﬁtinanonal firms” competitive advantage. M Ql()i,,l(d' Know-how C(mg[('( With licensing
"ran( [ﬂa.nyknow_how is used, and a firm Ccan (.]UiCkl; lOos OSI fll’n\S Wish (O mélin['ii.nn}“C\ 2 haSi\ of
;'] reg t}e thel! firms have made the mistake of lllinking thS/L L()l]]ll()] over its lLth()l()}:;U‘mr()l over how
\ | 3 B ; YV CO LT IV OV Licana: :
Dallhrr Ma;:yn i frameWOlk of a licensing agreement, RCA C‘u d mdn.)ldm control oyer ‘hZ llccnsmg it
'ineenlg‘ wil : TV rechnology to Japanese firms illCludin/ M(npora.ll(m for example. on ‘“ kn()\\ how
hji rth» CO?O assimilated the technology; A prvE '& Matsushita gn Sony 'TI. Ce licensed i<
( ph C qulddy et Efare a fr | secau ANt uSed 1F 6 Shrar i 1¢ Japanese firn
g, o bstantial MALEC S g, s 00 RCA 'and ultimately RCA > enter the U.S. market +, ki 5
n“ex' 0 : There are Way> of reducing this risk. Ope way is by enter: became defunct in 1986 s
% Iqthat h 2 foreign firm. Under a cross-licensing agreenyle:ttelmg el ~r0ss-licensing agre
o " ngible property to a foreign partner, but i addition to . 4 1iIrm might license SR len?cnt
2 e he foreign partner li N0 aroyalty pa able
0y a sest that the gn p 'cense some of its valyap] > Payment, the firm might al
: U, rﬁgms are believed to reduce the risks associated with 1? € know-how to the firm. Such aUa SO
: « [~ o ; : [€e-
llpmy d”]’e licensee realizes that if 1t violates the licensing cont ‘censing technological Know-how. s; :((:3
: : - T - . C
Lompete directly with the licensor), the licensor can d(';1 (;L(by using the knowledge obtained to
-nts enable firms to hold each other hostage, which cfl: same to it, Cross-licensing agree-
Of I hehave opportumsucally toward each other 14 Stk e rf uce§ the probability that they will
lny i: -ommon in high-technology industries. Tieensing agreements are Increasingly
| way of reducing the r; - i
hnga Another way g the risk associated with licensing is to fo .
"iolls ond link an agr eement to license know-how with the for tg O follow the Fuji Xerox model
: . mati
i, licensor and licensee take important equity stakes Such an on of a joint venture in which the
i .or and licensee, because both have a stake in ensuring th ?PtI;TOaCh Sieanhe iterests of licen-
i . a
Obu sk that Fuji Photo might appropriate Xerox’s ST elVenture IS successful. Thus, the
:ry girectly against Xerox in the global photocopier mark gical know-how and then compete
Toy e Nhich hoth Xeros s B PE tnarket was reduced by the establishment of a
Ing Jo J1 Photo had an important stake
Urg
FRANCH ISING Franchising is similar to licensing, although franchisi Zranc.hitsing
;ht 'nVOIVC longer-term commitments T T S ) . g Iranc .151.ng tends to specnallz.ed form c?f licensing in which
I nsing. K ranchi the franchi i
" T ; ; SIng 1s basically a specialized form of ser sells intangible property to
, licensing in which the franchiser not only sells intangible property (normally a trademark) to th S L
. s : . . O tN€  conduct the business.
( franchisee but also insists that the franchisee agree to abide by s
) strict rules as to how 1t does business. The franchiser will also ==
S often assist the franchisee to run the business on an ongoing =

basis. As with licensing, the franchiser typically receives a
royalty payment, which amounts to some percentage of the
franchisee’s revenues. Whereas licensing is pursued primarily
by manufacturing firms, franchising is employed primarily by
service firms. '?

Advantages McDonald’s is a good example of a firm
that has grown and taken advantage of a franchising strategy
(Subway is another). McDonald’s strict rules as to how franchi-
sees should operate a restaurant extend to control over the

menu, cooking methods, staffing policies, and design and
location, McDonald’s also organizes the supply chain for 1its
franchisees and provides management training and financial
assistance.'6 Overall, the advantages of franchising as an entry
mode are very similar to those of licensing. The firm is relieved
of many of the costs and risks of opening a foreign market on
its own. Instead, the franchisee typically assumes those COStS
and risks, This creates a good incentive for the franchisee (o

build a profitable operation as quickly as possible.

Chapter Thirteen Ente

S0, You Think You Want to Own
a Franchise?

Franchising is a specialized form of licensing in which the
franchiser not only sells intangible property to the franchisee but
also insists that the franchisee agree to abide by strict rules as to
how it does business. Some of the advantages of franchising
include branding, advertising, reputation, and headquarters/
company support for development of the infrastructure needed to
operate the franchise business. Some of the disadvantages of
franchising include restrictions on territory and pricing, not being
completely independent, franchise fee and ongoing royalty pay-
ments, and dependence on other franchise owners for nurturing
the brand. Well-known worldwide franchise systems include
Subway, 7-Eleven, Pizza Hut, and McDonald’s. Assume you
are interested in being an international entreprenedur. Would

franchising be your choice of starting a business?

D. Frayer, Global Supply Chain Management: Leveraging
Corporate Advantage (New York:

Source: T. Hult, D. Closs, and |
Processes, Measurements, and Tools for Strategic

McGraw-Hill Education, 2014).
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joint venture

A cooperative undertaking between two
or more firms.
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woence quickly and
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Thus, using a franchising strategy, a s€rvict (11 S T e . LLansing, Michigan_
1 '.\,';{ l! l“‘“‘" : : 1
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ceanchising concept O scale up from 2

relatively low cost and risk, as McDonald’s has. | }
; ;_‘1',;,..“5,1‘. = . < .
ly in | )89 alter 1S Inception in

Can dDuliu «

headquartered moving company.-—-e(-fcctivcly uscdlh.v Sk
local company to a U.S. nationwide company alm(v)..st\marm d1al
1985. Now, the company has 410 locations worldwide.

g are less pronounced thap With
;nies. there is NO reason to consjde,
e experience curve and lOCation

Dlsadvantages The disadvantages Ol franchlis

' : - TR oY STt QB service comp
licensing. Since franchising is often used by s€

Tt s ~turing to achiev
the need for coordination of nmmlfduunf\g_ % Bt tike Srofits out S o
economies. But franchising may inhibit the firm s abl y 0

L RLEt A isadvantage of franchising :
support competitive attacks in another. A more significant d’lscth [ thecﬁrm,s o hldsmg e
N b § ' A < . e . & q ]S at an
quality control. The foundation of franchising arrangement Name

' irm’s product. Thus, -
conveys a message to consumers about the quality of the firm grezgonabl 5 eCEtl lzlusmeSS
traveler checki;lg . at a Four Seasons hotel In Hong Kong can Ie<: Y CAPECT e samy.

ive in New York. The Four §
. : : hat she would receive 1 - €asong
quality of room, food, and service { atent product quality. This presents a problem ip that

name is supposed to guarantee cONnsis . e
foreig fralll)fhisees may not be as concerned about quall.ty as they d PPPSed to be, and
A beyond lost sales in a particular foreign market tq -

' d

the result of poor quality can extend bt : |

decline in thepfirm’s worldwide reputation. For example, if the bUilnf:SS tt}rlaveler has a byg
experience at the Four Seasons in'Hong Kong, she may never go 19 dhOrIct Four Seasopg

hotel and may urge her colleagues to do likewise. The geographic di.St.ance of the firm from
its foreign franchisees can make poor quality difficult to detect. In addition, the sheer NUmbers

of franchisees—in the case of McDonald’s, tens of thousands—can make quality contrg| dif.

' ersist.
ficult. Due to these factors, quality problems may persist- . |
One way around this disadvantage 1s to set up a subsidiary in each country in which the i,

expands. The subsidiary might be wholly owned by the company Or a joint venture with g forein

company. The subsidiary assumes the rights and obligations to establish franchises throughoy

the particular country or region. McDonald’s, for. example, establishes a master franchisee i
many countries. Typically, this master franchisee 1S a joint ve.nture between McDonald’s anq ;
local firm. The proximity and the smaller number of franchises to oversee reduce the quality
control challenge. In addition, because the subsidiary (or master franchisee) 1s at least partly
owned by the firm, the firm can place its own managers in the subsidiary to help ensure that it is
doing a good job of monitoring the franchises. This organizational arrangement has proven very

satisfactory for McDonald’s, KFC, and others.

JOINT VENTURES A joint venture entails establishing a firm that is jointly owned
by two or more otherwise independent firms. Fuj1 Xerox, for example, was set up as a joint ven-

ture between Xerox and Fuj1 Photo. Establishing a joint venture with a foreign firm has long been
a popular mode for entering a new market. The most typical joint venture is a 50-50 venture, In
which there are two parties, each holding a 50 percent ownership stake and contributing a team
of managers to share operating control. This was the case with the Fuji—Xerox joint venture U{lﬁl
2001; it is now a 25-75 venture with Xerox holding 25 percent. The GM SAIC venture in China
was a 50-50 venture until 2010, when it became a 51-49 venture, with SAIC holding the

51 percent stake. Some firms, however, have sought joint ventures in which they have a majority
share and thus tighter control.!”

Advantages Joint ventures have a number of advantages. First, a firm b ]
partner’s knowledge of the host country’s competitive conditions, culture, languast: 5
systems, and business. Thus, for many U.S. firms, joint ventures have involved ic U.s. carkeliﬂg
providing technological know-how and products and the local partner providing th(ei n:vhen the
expertise and the local knowledge necessary for competing in that country. Secoﬂ am by shi"
development costs and/or risks of opening a foreign market are high, a firm .n.nght fnside |
ing these costs and or risks with a local partner. Third, in many countries, P(’hn"al ¥ s
make joint ventures the only feasible entry mode. Research suggests JO
partners face a low risk of being subject to nationalization or other forms

!
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' 0 : r 0
‘ (he[\&@ by : C00 apanese semiconductor market. When TI egtqh the entry of Texqs {; I engaging i
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Wy 7 o take structions from corporate headquarters S Subsidiary in Japan had t%) f;)g In global
W ch(h , required the Japanese subsidiary to run cgarding competitive straf © Prepared
Iy, Ch alS | at a loss if pec €gy. The strate
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r’ﬂn Sy ; blish a deg gallve return on inv ouid: haye
| Chisee"‘ | _entures establish a degree of autonomy that would mak =oument. Indeed, many joint
“‘ﬂdfs ¥ jecisions all but impossible to establish.!® Thus. to imple € such direct control gver strategic
} b . B - m .
'Ulequanda ! owned subsidiary 1n Japan. °nt this strategy, TI set up a wholly
Iea.qp&h')' ! A third disadvantage with joint ventures is that the shared ownershi
. , IS
"Elha,&.my | conflicts and battles for control between the Investing firms if their 1P1‘<1frangemem €0, sadio
0 i A or if they take different views as to what the strategy should be. Th; goals and objectives change
| . % A . This w
'-‘“»e,y ! lem with the Fuji Xerox joint venture. According to Yotaro Kob s apparently not a prob-
' ayashi, the former chair of Fujj

Xerox, a primary reason is that both Xerox and Fuji Photo adopted an arm’s-le e T
. lonship

with FujiOXerox, giving the venture’s management considerable freedom to determine 1ts 0
: i | wn
strategy.”” However, much research indicates that conflicts of interest over strategy and goals
O

often arise in joint ventures. These contlicts tend to be greater when the venture is between firms

of different nationalities, and they often end in the dissolution of the venture.?! Such conflicts

tend to be triggered by shifts in the relative bargaining power of venture partners. For example,
- the case of ventures between a foreign firm and a local firm, as a foreign partner's knowledge
Jbout local market conditions increases, it depends less on the expertise of a local partner. This

increases the bargaining power of the foreign partner and ultimately leads to contlicts over
control of the venture’s strategy and goals.?? Some firms have sought to limit such problems by

entering into joint ventures in which one partner has a controlling interest.

wholly owned subsidiary
A subsidiary in which the firm owns 100
percent of the stock.

IDIARIES Ina wholly owned subsidiary, the firm
tablishing a wholly owned subsidiary in a foreign market can

;f be done two ways. The firm either can set up a new operation in that country, often fefi“f?:&iz
a greenfield venture, or 1t can acquire an established firm in that host nation and use that Il

| | { was
promote 1ts products.23 For example, ING’s strategy for enterlpg the U.S. 1gsurzfl:(§:§l r:\\:kgemund
to acquire established U.S. enterprises, rather than try to build an operation

| ild on their
floor, IKEA, as the largest furniture manufacturer 1 the world, always Se€ms to buil

. . 4 ’ ( B 1

India is one exception to this Swe
with the Indian mindset to Open |

owns 100 percent of the stock. ES




v

Adva f”i‘fﬁipﬁ‘:‘ S There are several clear advantages 0f WRO ‘.W{‘nﬂi-’l !;;:();’llldl:iu?]i;dpﬂl:st:’ 'W'hen 2
afirm'’s Colﬁpclili\w advantage 1s based on (€ i'h"‘i; "f-““"'_"i ‘“""””“"" ',}{;‘;‘("" ‘lu%in};{ C()nlr()i Ovslldlilry
will often be the preferred entry mode because It reduces cll‘ ‘r..‘fw Q 7rcf:er this entr mU' ¥
competence. (See Chapter 8 for more details.) Many |H}1.h‘.l(.‘f: l\x l,' m]') lharmacel:ltical iynd (’d(‘j for
overseas CXPunSi(m (e.g., firms 1n the scmiu)mln\(;t()r. c,lc*{,no\mx,,s.‘.,f;n( V[Z.]- .O s dl};trleS),

Second, a wholly owned subsidiary gives a firm Uéfh'. control (‘) (Fe e f'l feren, _ {
countries. This is necessary for engaging in global strategic coordination (1.€., using profits from

one country to support cmnpclilivc attacks in another). | - . w (
Thl;l‘d, a wholly owned subsidiary may hf: required 1f a “”‘“‘ 1S l.f)’lf"lg tt() :Ci!lletlocatlon and

experience curve economies (as firms pursuing global and transnational strategies try to do), As l

we saw in Chapter 11, when cost pressures arc imcnsc:, It may pay a firm to coqflgure Its Valye
chain in such a way that the value added al each stage 18 qunmnze\d. Tbus, 4 national subgjq;
may specialize in manufacturing only part of the product l.m.e ot ce.rtaLn c?mp,onents of the
product, exchanging parts and products with othc.:r subsn.dlarles in the firm’s globa] Syst
Establishing such a global production system requires a high degree of control over the Opera. !

tions of each affiliate. The various operations must be prepared to accept centr.ally determined | |
decisions as to how they will produce, how much they will prOfiLfce, and how their outpyt will e '
priced for transfer to the next operation. Because licensees or Jomt-ve.:n.tur.e partners are Unlikey
to accept such a subservient role, establishing wholly ovx./ned subsidiaries may b.e Necessary,
Finally, establishing a wholly owned subsidiary gives the firm a 100 percent share in the Profits

generated in a foreign market. 1 |

ary
€nd
€,

Disadvantages Establishing a wholly owned subsidiary 1s generally the most COs

e . tly
method of serving a foreign market from a capital investment standpoint. Firms doing thjs m

ust

bear the full capital costs and risks of setting up overseas operations. The risks associated with

0 test PREP learning to do business in a new culture are less if the firm acquires an established host-country

Use SmartBook to help retain what enterprise. However, acquisitions raise additional problems, including those associated with

you have learned. Access your trying to marry divergent corporate cultures. These problems may more than offset any benefits

(')"usttg:ncg’r;;oi‘:(”:re;ig“r Eofect . derived by acquiring an established operation. Because the choice between greenfield venyres
learnsmartadvantage.com for help. and acquisitions is such an Important one, we discuss it in more detail later in the chapter.

@ L0133
Identify the factors that influence a

Selecting an Entry Mode o

firm’s choice of entry mode. As the preceding discussion demonstrated, all the entry modes have advantages and disadvan- ::hlcl
tages, as summarized in Table 13.1. Thus, trade-offs are inevitable when selecting an entry lice
mode. For example, when considering entry into an unfamiliar country with a track record for ven
discriminating against foreign-owned enterprises when awarding government contracts, a firm cei
might favor a joint venture with a local enterprise. Its rationale might be that the local partner tech
will help it establish operations in an unfamiliar environment and will help the company win D0s
government contracts. However, if the firm’s core competence is based on proprietary technol- E
0gy, entering a joint venture might risk losing control of that technology to the joint-venture B
partner, in which case the strategy may seem unattractive. Despite the existence of such trade- | the
offs, it is possible to make some generalizations about the optimal choice of entry mode.” Steg
B b
CORE COMPETENCIES AND ENTRY MODE We saw in Chapter 120t § .
firms often expand internationally to earn greater returns from their core competencies, ran E M.
ferring the skills and products derived from their core competencies to foreign markets Wher® ; i On
indigenous competitors lack those skills. The optimal entry mode for these firms depends t(; . . Owe
some degree on the nature of their core competencies. A distinction can be drawn betweer fgn;n 1 V||
whose core competency is in technological know-how and those whose core competency " B Iy

management know-how.

Technological Know-How As was observed in Chapter 8, if a firm's COT

. . : oW
advantage (its core competence) is based on control over proprietary techno.lo’glcfzll ktﬁe g
licensing and joint-venture arrangements should be avoided if possible to minimize

~art Five The Strategy of International Business
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However, the attractions of licensing ar

steady stream of royalty payments.
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by the risks of losing control over tec

titive advantage of many service firms is based
ucks). For such firms, the risk of losing control
artners is not that great. These firms’
rally well protected by international
arising in the case of technological

o firms favor a combination of franchis-
ar countries Or regions. The

but most service furms have found that

ontrolling subsidiaries. A joint venture
the subsidiary.

Management Know-How  The compe
nald’s, Starb

on management know-how (€.g., McDo
es or

0 :
v;’fr the management skills to franchise
uable asset is their brand name, and brand names are gene

laws e : ;
knws pertaining to trademarks. G1ven this,
ow-how are of less concern here.

ing and master subsidiaries 10
master subsidiaries may be wholly owned Of jo
joint ventures with local partners work best for the master

Is often politically more acceptable and brings @ degree of

int ventures,
C
local knowledge to
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PRESSURES FOR COST REDUCTIONS AND ENTRY MODE T

greater the pressures for cost reductions, the more likely a firm will want to pursye SOMme (.
bination of exporting and wholly owned subsidiaries. By manufacturing in thoge lOCatiOm‘
where factor conditions are optimal and then exporting to the rest of the world, a firm m, e
able to realize substantial location and experience curve economies. The firm mighy thep \ibe
to export the finished product to marketing subsidiaries based i.n .v.arious Countrieg. Th:l‘]t
subsidiaries will typically be wholly owned and have the responsibility for Overseeing 7
bution in their particular countries. Setting up wholly owned marketing subsidiaries can
preferable to joint-venture arrangements and to using foreign. marketing agents becauseiel
gives the firm tight control that might be required for coordinating a globally dispersed valy
chain. (The accompanying Management Focus on General Motors illustrates GM’s jOinet

distr;_

By 2007, GM had expanded the range of its partnership with SAIC tg
include vehicles sold under the names of Chevrolet, Cadillac. and
Wuling. The two companies had also established the Pan-Asjar
Technical Automotive Center to design cars and components not just
for China but also for other Asian markets. At this point, it was already
clear that both the Chinese market and the joint venture were exceed-
ing GM’s initial expectations. Not only was the venture profitable, byt it
was also selling more than 900,000 cars and light trucks in 2007, an
18 percent increase over 2006, placing it second only to Volkswagen

The late 2000s were not kind to General Motors Corporation (GM), but the
company is on a much-needed upswing. The Chinese market, in particular,
IS becoming one of the most important foreign markets for GM. General
Motors, of course, is a U.S.-based multinational corporation headquartered
In Detroit, Michigan. GM was founded in 1908 in Flint, Michigan, and Mary
Barra is the company’s CEO. In 2019, GM had revenues of $149 billion and
more than 180,000 employees, produced almost 10 million vehicles, and

consisted of four core divisions (Buick, Chevrolet, Cadillac, and GMC).

Hurt by a deep recession in the United States and plunging vehicle
sales, GM capped off the 2000s decade, where it had progressively
lost market share to foreign rivals such as Toyota, by entering Chapter 11

in the market among foreign nameplates. Equally impressive, some
8 million cars and light trucks were sold in China in 2007, making China
the second-largest car market in the world, ahead of Japan and behind
the United States. In 2015, GM sold about 3.16 million vehicles in

bankruptcy. Between 1980, when it dominated the U.S. market, and
2009, when it entered bankruptcy protection, GM saw its U.S. market
share slip from 44 to just 19 percent. The troubled company emerged
from bankruptcy a few months later a smaller enterprise with fewer
brands, and yet going forward, some believe that the new GM could be
a much more profitable enterprise. One major reason for this optimism
IS the success of its joint ventures in China.
GM entered China in 1997 with a $1.6 billion investment to establish
a joint venture with the state-owned Shanghai Automotive Industry
Corporation (SAIC) to build Buick sedans. At the time, the Chinese 410+ 9 million passenger and commercial vehicles sold in China in
market was tiny (fewer than 400,000 cars were sold in 1996), but GM

\ o 2008 to 25 million in 2019, the Chinese vehicle market is booming
was attracted by the enormous potential in a country of more than 1.4 compared with those in the United States and Europe. China has now

billion people that was experiencing rapid economic growth. While the become GM'’s largest market in vehicles sold. GM also plans to expand
company initially recognized that it had much to learn about the Chinese its Chinese dealer network to more than 5,000, and it plans to have 17

market and wou!d DI °bf"b'y Igse JRONEY for a few years in the early assembly plants in China, more than the 12 it has in the United States.
i years, GM executives believed it was crucial to establish operations and Driving this expansion are forecasts from GM that demand in China wil

‘§ to te.am.up with SAIC (one of the early leaders in China’s emerging auto- reach 35 million vehicles a year by 2022, a huge increase from the
,i | mobile industry) before its global rivals dld.. The decision to enter a joint  9g iion vehicles sold in 2019. Underlying these forecasts are the stil
1 venture was not a hard one. Not only did GM lack knowledge and relatively low vehicle penetration rates in China. China has about

connections in China, but Chinese government requlations made it all 85 vehicles per 1,000 people compared to around 800 vehicles for

but impossible for a foreign automaker to go it alone in the country
. i ' every 1,000 people in the United States.
______ While GM was not alone in investing in China—many of the world’s 3 P .

% i major automobile companies entered into some kind of Chinese joint

venture during this time period—it was among the largest investors.

i Only Volkswagen, whose management shared GM’s view, made a

1 similar-sized investment. Other companies adopted a more cautious
| s approach, investing smaller amounts and setting more limited goals.

China, up from some 2.4 million vehicles sold in 2010.

Much of the venture’s success could be attributed to its strategy of
designing vehicles explicitly for the Chinese market. For example, to-
gether with SAIC, GM produced a tiny minivan, the Wuling Sunshine.
The van costs $3,700, has a 0.8-liter engine, hits a top speed of
60 mph, and weighs less than 1,000 kilograms—a far cry from the
heavy SUVs GM is known for in the United States. For China, the vehicle
was perfect, making it the best seller in the light truck sector.

It is the future, however, that has people excited. From a market of

Sources: S, Schifferes, “Cracking China's Car Market,” BBC News, May 17, 2007, ;

N. Madden, “Led by Buick, Carmaker Learning Fine Points of Reglonal China Tastes, ;
Automotive News, September 15, 2008, pp. 186-90; “GM Posts Record Sales in China,
Toronto Star, January 5, 2010, p. B4:; “GM'’s Sales in China Top US," Investor's Business
Daily, January 25, 2011, p. A1; and K. Naughton, “GM's China Bet Mimics Toyota's Bet of
U.S. Last Century,” Bloomberg.com, April 29, 2013.
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_enfield Venture or Acquisition? _
Gr plish a wholly owned subsidiary in a Recognize the pros B0 CER 0
can esta e | ary in a country by building a <ihe;d: e icitions Ver « greenfield
A firm the So-cal]ed greenfield strategy, or by acquiring an : ‘ ng a subsidiary from the U s an entry stategy
: ‘ R ' : s dN enterprise | T T E > RS )6 A '
nd up i A 'del acquisitions has o ; - P € 1n the target marxKetL.”
grou olume oL 8 bgl b tq 42)S h l; been growing at a rapid rate for two decad l\()
eV ades, between anc P ; ‘ T two decades. Over
T f the past d.ec ; : ; 80 percent of all foreign direct investme D
. in the form of mergers and acquisitions,?’ jtrect investment (FD1)

ND CONS OF ACQUISITIONS Acquisitions have three major points

. their favor First, they are quick to TR By acquiring an established enterprise, a firm can
in .14 its presence 11 the ta.rget foreign market. When the German autorEzl \b'.\
enz decided 1t needed a bigger presence in the U.S. automobile market . it c(l)id1 :off)mp:;s};
ence by building new f.aCtOI‘iGS to serve the United States, a process tha; would ha:/rclactrakén
st it acquired the thlrd—large§t U.S. automobile company, Chrysler, and merged the two
yea 1o form DaimlerChr)fslef (Daimler spun off Chrysler into a private ,equity firfn in 2007).
sh telecommunications service provider Telefénica wanted to build a service pres-
tin America, 1t did S(? through a series of acquisitions, purchasing telecommunications
companies In Brazil and Argentina. In th.ese cases, the fi.rms made acquisitions because they knew
hat Was the qulckest way to e.stabllsh a 51zabl§ [.)r.esence In the target market.

gecond, in many €ases, firms make acquisitions to preempt their competitors. The need for

ence in L4

' ticularly great in markets that are rapidly globalizing, such as telecommunica-
bination of deregulation within nations and liberalization of regulations
goveming cross-border foreig.n fi:lrect investment has made it much easier for enterprises to enter
foreign markets through acquls.mons. Such markets may see concentrated waves of acquisitions
.5 firms race each other to attain global scale. In the telecommunications industry, for example,

regulatory changes triggered what can be called a feeding frenzy, with firms entering each other’s
markets via acquisitions o establish a global presence. These included the $56 billion acquisition

of AirTouch Communications in the United States by the British company Vodafone, which was
the largest acquisition ever; the $13 billion acquisition of One 2 One in Britain by the German

company Deutsche Telekom: and the $6.4 billion acquisition of Excel Communications in the
United States by Teleglobe of Canada.?8 A similar wave of cross-border acquisitions occurred 1n

the global automobile industry, with Daimler acquiring Chrysler, Ford acquiring Volvo (and then

selling Volvo as well), and Renault acquiring Nissan.
Third, managers may believe acquisitions to be less risky than ereenfield ventures. When a

frm makes an acquisition, it buys a set of assets that are producing a known revenue and profit
stream. In contrast, the revenue and profit stream that a sreenfield venture might generate 1S
uncertain because it does not yet exist. When a firm makes an acquisition in a foreign market, 1t
not only acquires a set of tangible assets, such as factories, logistics systems, and customer

service systems, but it also acquires valuable intangible assets, including a local brand name and

managers’ knowledge of the business environment in that nation. Such knowledge can reduce the

risk of mistakes caused by ignorance of the national culture.
Despite the arguments for engaging in acquisitions, many acquisitions often produce disap-

pointing results.?? For example, a study by Mercer Management Consulting looked at 150 acqui-
sitions worth more than $500 million each.3? The Mercer study concluded that 50 percent of

these acquisitions eroded shareholder value, while another 33 percent created only marginal
- : Lt eturns. Only 17 percent were judged to be successful. Similarly, a study by KPMG, an account-
o Ing and management consulting company, looked at 700 large ac quisitions. The study found that
while some 30 percent of these actually created value for the ac quiring company, 31 percent
e | de§tfoyed value, and the remainder had little impact.’! A similar study by McKinsey & Company
eStimated that some 70 percent of mergers and acquisitions failed to achieve expected revenue
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SYNErL1es.?2 In a carmin. : ‘ | | m
ynergies. < In a seminal study of the postacquisition performance of acquired co Panieg
avenseraf ‘1. | ] m ‘ "
Ravenscraft and Mike Scherer concluded that on average, the profits and market Shareg C
- , Of a
o

quired companies declined following acquisition.3? They also noted that a smaller by¢ sub
subset of those companies experienced traumatic difficulties, which ultimately led tq th 'S[amial
sold by the acquiring company. Ravenscraft and Scherer’s evidence suggests that manyelr Oeing
tons destroy rather than create value. While most research has looked at domestic acqu?:i(tl.uisi-
4 l()ns‘

the findings probably also apply to cross-border acquisitions.”

Why Do Acquisitions Fail? Acquisitions fail for several reasons. First, the acq: .
firms often overpay for the assets of the acquired firm. The price of the target firm ¢gp gefls}rlng

1If more than one firm is interested in its purchase, as 18 often the case. In addition, the M \d up
ment of the acquiring firm is often too optimistic about the value that can be Created vi, Nage.
quisition and is thus willing to pay a significant premium over a target firm’s market Capital; Zan.ac.
This is called the “hubris hypothesis” of why acquisitions fail. The hubris hypothesis DOS tﬁ:lon.
that top managers typically overestimate their ability to create value from an acquisitiop %% dteg
ily because rising to the top of a corporation has given them an exaggerated sense gf tileir‘mar.
capabilities.3S For example, Daimler acquired Chrysler in 1998 for $40 billion, 5 retii Own
40 percent over the market value of Chrysler before the takeover bid. Daimler paiq ;; rrr? of
because it thought it could use Chrysler to help it grow market share in the United States At“ch
time, Daimler’s management issued bold announcements about the “synergies” that Womdthe
created from combining the operations of the two companies. However, within 3 year g tze
acquisition, Daimler’s German management was faced with a crisis at Chrysler, Which e
suddenly losing money due to weak sales in the United States. In retrospect, Daimler’s g as
ment had been far too optimistic about the potential for future demand in the U.S, aytq maﬂg{;
and about the opportunities for creating value from “synergies.” Daimler acquired Chryse; at the
end of a multiyear boom in U.S. auto sales and paid a large premium over Chrysler’s market

value just before demand slumped (and in 2007, in an admission of failure, Daimler gqq its

Chrysler unit to a private equity firm, now owned by Fiat Chrysler Automobiles).3
Second, many acquisitions fail because there is a clash between the cultures of the acquiring

and acquired firms. After an acquisition, many acquired companies experience high Manage-
ment turnover, possibly because their employees do not like the acquiring company’s way of
doing things.’” This happened at DaimlerChrysler; many senior managers left Chrysler ip the

first year after the merger. Apparently, Chrysler executives disliked the dominance in decision ' =

,. : : : . : : 1  of establishin

making by Daimler’s German managers, while the Germans resented that Chrysler’s American - ol act

managers were paid two to three times as much as their German counterparts. These cultural - U q ‘

differences created tensions, which ultimately exhibited themselves in high management A

turnover at Chrysler.”® The loss of management talent and expertise can materially harm the - andfirlo.ﬁt
- successtul 1n

performance of the acquired unit.”” This may be particularly problematic in an international
business, where management of the acquired unit may have valuable local knowledge that can

be difficult to replace.
Third, many acquisitions fail because attempts to realize gains by integrating the operations of

the acquired and acquiring entities often run into roadblocks and take much longer than forecast

Differences in management philosophy and company culture can slow the integration of operd
tions. Differences in national culture may exacerbate these problems. Bureaucratic haggling b

tween managers also complicates the process. Again, this reportedly occurred at DaimlerChrysier
where grand plans to integrate the operations of the two companies were bogged down by endless
committee meetings and by simple logistical considerations such as the six-hour time difference
between Detroit and Germany. By the time an integration plan had been worked out, Chrysler W&
losing money, and Daimler’s German managers suddenly had a crisis on their han(lg- s
Finally, many acquisitions fail due to inadequate preacquisition screening. Mantys They
decide to acquire other firms without thoroughly analyzing the potential benefits and oSt
often move with undue haste to execute the acquisition, perhaps because
competitor may preempt them. After the acquisition, however, many acquiring ﬁ.roff:
that instead of buying a well-run business, they have purchased a troubled .orgamzatl a).' ;
be a particular problem 1n cross-border acquisitions because the acquiring firm I

understand the target firm’s national culture and business system.
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}'Ft bs ?s&‘b RiSkS of Failure T.hcsc ‘pmhl‘cm\, can all be overcome if the firm T
theqt t&QQ& QQ"I' ng theé isition <trategy. Screen.mg of l'h.c foreign enterprise to be acquired, incl dﬁ
]QQt Q]Q ) b&tat‘%q | R?dquou( its ﬂc‘?ing of operations, financial position, and management culture cal{ hel i
&tlQ Qny% hhti:q\ ;,: ,;m:f'lg;[ailed aj](:l (1) does not pay too much for. the ac}]un*cd unit, (2) does ot funcover[;to
&Qq . Yy ; fngg o the f1r e acquisition, and (3) acquires a firm whose organization cul sindd
‘ TR (T B st s afted A asieli e (57ale6 4 | culture is not
ing S W\ E o ap™ hat of the acquiring enterprist. SREHA important for the acquirer to allay a
> L t Qn& n;lsi.‘()’n-gtic to | agement in the acquired enterprise might have. The objective should)\; G
l'h QQQ % '“nmiar ¢ tha! ”:iamanagement attrition after the acquisition. Finally, manaéers must mov e
r()n’ tll &etq“i ' | Ontcc un“'ame isition 10 put an integration plan in place and to act on that plan é()me i
‘eate(l; S ) bi?te rjlduqﬂt’r an a;giring i acquired units will try to slow or stop any integration eff()ftg pgi(i’me
\Q \ Vi ac ' i § : oA Cu-
: lQaD-"la anagp | olf [161 B of emp]oylpent or management powel are Involved, and managers should have
he Rity,, O inP% L en1085€° . 0 Cuch impediments before they arise.
. it jar’ “f dealing M
Igj,. Do, Wy, Oty
ltl 0& I\ plﬂn
5. O by ]
5 of u;qutes | S A D CONS OF. GREE.NHELD VENTURES  The big advantage of
Da. Pry, i : s, , PRO. g greenfield venture in a foreign country is that it gives the firm a much greater abil
. : D . e . . . . 2
d&ld tht;hufn ) , esmbll;)suﬂd ‘he kind of subsidiary company that 1t wants. For example, it is much easier to build
Statess mucw iy [Oaanilaﬁon culture frqm scratch than 1t 1.s to char.lge the culture of an acquired unit. Similarly
] at, & (hh | a of; - easier {0 establish a set of operating routines in a new subsidiary than it is to convert
ea yearom J b: it lsoperati“ o routines of an acqulr.ed unit. This 1s a very important advantage for many interna-
ur’ Wy of 5 . mc; | pusinesses where transferring products, competencies, skills, and know-how from the
; epg Ch Wy :s aplished operations of the fl.rm to the new subsidiary are principal ways of creating value. For
. automa“ﬂg& © ample when meolnglgleqr(lic.:(,ithe tI)J.S. manufacturer of arc welding equipment, first ventured
. - 1d- s, it did so by acquisiti : : :
h%leflarker © erseas in the mid-19 b y cqu.1§1t10ns, purchgsmg arc welding equipment compa-
'sler’s U, . in EUrope- However, Lincoin's C(?mpetltlve advantage 1n the United States was based on a
M, s%ket _1 rong Of anizational C}Jlture and a unique set of incentives that encouraged its employees to do
0]g -] everything pos.SIble to 1ncr§asc? pl‘OdLlCt.lVH.y. Lincoln found through bitter experience that it was
_ - o : : - .
he &c- ‘ J|most lmpossﬂ).le.to trans ef 1ts. organizational cul.ture ar.ld incentives to acquired firms, which
oh qu,dng | had their OWD distinct organizational cultures and incentives. As a result, the firm switched its
ny,;naﬂage_ \ entry strategy 10 the rmd.-19905 and began to enter foreign countries by establishing greenfield
Vile ‘f'ay i Jentures, building operecltlo.ns from the ground up. While this strategy takes more time to execute,
aoatg. Lincoln has found that it yields greater long-run returns than the acquisition strategy.

is significant advantage are the disadvantages

~!n decision Set against th
‘Amc,i% , of establishing a greenfield venture. Greenfield ventures are

establish. They are also risky. As with any new

&Cﬂlmm 4_ slower tO
Dagemey, | centure, a degree of uncertainty 1s associated with future reve- How RiSky Would Indonesia Be
hanp the nue and prqflt prospects..However, if the firm has already beep for a New Greenfield
Mation,] cuccessful in other foreign markets and understands what 1t ' t ~
 that cap takes to do business in other countries, these risks may not be nvestment:
Business is all about risk, the right risks. Choosing which risks

that great. For example, having already gained great knowledge

about operating in[ernationa]]y, the risk to McDonald’S of to accept and which to avoid is at the heart of international

entering yet another country is probably not that great. Also, husiness. These risks increase and become more interesting with

oreenfield ventures are less risky than acquisitions in the sense entry into foreign markets David Conklin discusses the [dea 9
managing risk through planned uncertainty. By planned uncer-

tl?at there 18 l.ess potentl.al.f.or unple?lsant surprises. A final tainty,” he means an awareness of contingencies, with possible ‘
disadvantage 1s the possibility of being preemptéd. l.)y mOr¢ what-if scenarios developed in advance. The key idea here is that |
er via acquisitions and through an ongoing monitoring of the various risk areas, decision %

aggressive global competitors who ent
he market potential for makers can have much of the data they may need to address a

build a big market presence that limits t
the greenfield venture. rumber of possible outcomes. Of course, ,
uncertainty to plan for, and we don’t know what we don’t know.

planning for everything is impossible, but what Conklin suggests
way of thinking. Given that we

WHICH CHOICE? The choice between acquisitions < that planned uncertainty is a f th
and greenfield ventures is not an easy one. Both modes have Jor’t know the future, this way of mmkmc_\; may v\?rs helpful ix;
| ' | f our lives. Who ever sal
their ady ; taoes. In general, the choice will career development and other parts 0
Aniagcetang disVEros : business wasn't like surfing? So, as just one country example,

: : ' Irm
depend on the circumstances confronting the firm. If the {1 e S L onesla with 8 new

is seeking to enter a market where there are already we?-
established incumbent enterprises and where global cOmPe”

et | the
(ors are also interested in establishing a presence: it may pay

how big do you think the ris
greenfield investment?
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R difficult to articulate . Have L0 OVErcome the established routines and culty a C I
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Summary

This chapter reviewed basic entry decisions and entry modes (€X-
porting, turnkey projects, licensing, franchising, joint ventures,
and wholly owned subsidiaries), and how to go about selecting
an entry mode. We reviewed entering foreign markets 1n devel-
oped countries (€.8., United Kingdom, Sweden, United States,
and similar countries) and emerging markets (e.g., Argentina,
Brazil, China, India, Indonesia, Mexico, Poland, South Africa,
South Korea, Turkey). We touched on market entry into less de-

veloped nations as well. The chapter made the following points:

1. Basic entry decisions include identifying which markets
to enter, when to enter those markets, and on what scale.

7 The most attractive foreign markets tend to be found in

politically stable developed and developing nations that
have free market systems and where there is no dramatic

upsurge in either inflation rates or private-sector debt.

3. There are several advantages associated with entering a
national market early, before other international businesses

have established themselves. These advantages must be
balanced against the pioneering costs that early entrants often
have to bear, including the greater risk of business failure.

4. Large-scale entry into a national market constitutes a

major strategic commitment that is likely to change the
nature of competition in that market and limit the entrant’s

future strategic flexibility. Although making major
strategic commitments can yield many benefits, there are

also risks associated with such a stralegy.
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licensing agreement, p- 366

joint venture, p. 363

wholly owned subsidiary, p. 369
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5 There are six modes of entering a foreign market: | ‘I
exporting, creating turnkey projects, licensing, : e
franchising, establishing joint ventures, and setting up a 1 Be
wholly owned subsidiary. H

6. Exporting has the advantages of facilitating the realizaton i W
of experience curve economies and of avoiding the costs : ' b

of setting up manufacturing operations in another country. | N
Disadvantages include high transport costs, trade barries, 1 :
and problems with local marketing agents. 1 ;

7. Turnkey projects allow firms to export their process
know-how to countries where foreign direct investment
(FDI) might be prohibited, thereby enabling the firm ©
earn a greater return from this asset. The disadvantage B

that the firm may inadvertently create efficient global
competitors in the process.

8. The main advant f licensing is that the Iic
vantage of lic g i

the costs and risks of ine a forel market. |
risks of opening gn ol knowhow 0

tages include the risk of losing technologic! 3
the licensee and a lack of tight control OVer licensees:

3 chisee
9, The main advantage of franchising 15 that Fhe f[:l:kct LB
bears the costs and risks of opening a fore%gn Lol {
ality contr® :

Disadvantages center on problems of quallt,
distant franchisees.

10. Joint ventures have the advantag i
and risks of opening a foreign market
local knowledge and political influence.



